Chai rman Grassl ey, Ranking Menber Baucus, and Menbers of the
Conmittee:

| am pl eased to join you today as you address a nunber of issues
related to the role of the Internal Revenue Service (IRS) in
enforcing the nation’s tax laws. As you requested, | wll

di scuss two topics: (1) the relationship between IRS audits of

t axpayers and other prograns | RS uses to ensure that taxpayers’
returns are accurate, and (2) how IRS i s managi ng the increased
wor kl oad in two of its programs —effers-in-conprom se and

i nnocent spouse clains. M testinony primarily is based on our
past work and reviews we are doing of the offer-in-conprom se and
i nnocent spouse prograns. | wll summarize ny main points before
provi ding nore detail on these topics.

| RS audited over 600,000 taxpayers in fiscal year 2000, either

face-to-face or through the mail. However, audits do not fully
reflect IRS efforts to ensure that taxpayers accurately report
their tax liabilities. |IRS has several progranms that use

conput eri zed screening procedures to review all tax returns to
detect certain types of errors, such as underreporting of

interest or other types of incone. These programnms result in
mllions of contacts with taxpayers to informthem of adjustnents
RS nmade to their tax liabilities, seek explanations for errors

| RS bel i eves were made, or ask taxpayers to check whet her they
erred on their returns. The prograns vary in their simlarity
to audits; some of the prograns are nost simlar to audits that

| RS conducts through the mail. However, audits have statutory
[imtations 4 RS is generally limted to one exam nation of a

t axpayer’s books and records for each taxable year. This
[imtation does not apply to the other programs I RS uses to
ensure that tax returns are accurate. Further, the programs I RS
uses to detect errors on tax returns are conpletely reliant on
information that taxpayers report on the tax returns and that IRS
receives fromthird parties. Therefore, audits remain an

i mportant tax enforcenent tool. This is especially true for

t axpayers whose i ncone and other tax characteristics are not



subject to routine third-party reporting to IRS. IRS
conput eri zed checks on the accuracy of tax returns could help to
free up staff to audit these taxpayers.

Recently, much attention has been focused on declines in IRS
audit rates for individual taxpayers, which in fiscal year 2000
fell 40 percent below the | owest previously reported audit rate.
These declines are of concern because taxpayers may take | ow
audit rates as a signal that underreporting or underpayi ng of
taxes is unlikely to be detected, which mght lead to declines in
vol untary conpliance. However, nonconpliance can al so be
unintentional, for instance if a taxpayer errs due to

m sunderstanding a tax rule. |If declining audit rates do affect
vol untary conpliance, the effect m ght be offset in part by use
of IRS other prograns to detect inaccurate tax returns or by
IRS efforts to better informtaxpayers of their tax
responsibilities and to answer their tax-related questions.
However, the net effect of these factors on voluntary conpliance
is not known, principally because I RS has not neasured vol untary
conpliance in reporting tax liabilities since 1988.

The offer-in-conprom se program was established to provide a
means for taxpayers to settle tax debts that cannot be paid in
full while providing for paynent of some portion of the taxes
owed. Under the innocent spouse program IRS can relieve a
spouse of tax debts based on equity considerations, such as not
knowi ng that their spouses failed to pay taxes due. I n 1998,
Congress encouraged greater use of both of these prograns. Since
that time, the workload in both prograns has increased
substantially, leading to rising inventories of cases and

concerns about the tine taken to process cases. |IRS ending
i nventory of unresolved workable offers has alnost tripled from
fiscal year 1997 to fiscal year 2000. I|IRS innocent spouse

program which received about 3,000 new cases in the 4 nonths
prior to the IRS Restructuring and Reform Act (Restructuring
Act), now receives on average about 5,000 new cases each nonth.



| RS has taken a nunber of steps in both prograns, including
reassigning staff fromother duties, to handle the increased
wor kl oad. In the past two years, the offer-in-conprom se program
has experienced a greater rise in its workload and is not as far
al ong as the innocent spouse programin inplenenting processes
that IRS believes will help gain better control over the
wor kl oad. G ven how recently changes have been nade in both
prograns, it is not yet clear whether the steps IRS has taken and
plans to take will enable it to significantly reduce case

i nventori es.

Audits and Other Prograns for Ensuring the Accuracy of Tax
Ret ur ns

| RS uses several progranms to ensure that tax returns include al

of the information necessary for properly determ ning taxable
income and the tax due on that inconme. Although audits are a key
program for ensuring that tax returns are accurate, they
represent a small portion of the activities I RS undertakes for
this purpose. Briefly, the key prograns include the follow ng:

e Audits: Section 7602 of the Internal Revenue Code gives IRS
the authority to exam ne a taxpayer’s books and records as
well as to take testinony to ensure the accuracy of tax
returns. Section 7605(b) restricts RS exercise of this
authority by allow ng not nore than one exam nation of a
t axpayer’s books of account for each taxable year, unless the
t axpayer requests otherw se or unless authorized by the
Treasury Secretary. Section 6501 generally requires that
exam nations of a taxpayer’s books and records nust occur
within 3 years of the taxpayer’s due date for filing the tax
return unl ess the taxpayer agrees to an extension of this
peri od. | RS conducts face-to-face audits fromits field
offices (referred to hereafter as field audits) and
correspondence audits out of its 10 service centers.
Correspondence audits are conducted through the mail. They



cover |less conplex issues than field audits and generally
address only one or two issues on the tax return.

I nformation returns: Under various sections of the Code,
third parties are required to file information returns with

| RS and taxpayers to report tax-related information such as
wages, interest, dividends, or other inconme paid to taxpayers.
In its information returns program |RS uses conputers to
conpare that information to the information that taxpayers
provide on their tax returns, checking whether (1) taxpayers
i ncluded inconme on their tax returns that information returns
i ndi cated had been paid to them (underreporter progran), and
(2) taxpayers filed a tax return when information returns

i ndi cated that they had received income (nonfiler program

Math errors: Wen a tax return is received and before it is
accepted, IRS uses conputers to identify and correct clerical
and mat hematical errors and to check the accuracy of Soci al
Security nunbers shown on the return. These clerical and

mat hematical error checks rely solely on information provided
by the taxpayer on the return, while the Social Security
nunber checks conpare Soci al Security nunbers on the return to
data on Social Security nunbers provided to I RS by the Soci al
Security Adm nistration. Section 6213 of the Internal Revenue
Code identifies the specific items on the return that can be
checked under RS nmath error authority. Table 1 provides sone
i nformati on about the workload in fiscal year 2000 for each of
t hese prograns.
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In addition to these prograns, IRS al so has certain speci al
prograns that focus on the accuracy of specific tax reporting

i ssues. For instance, IRS checks to determ ne whether the
dependent Social Security nunbers on a return al so appear on
returns filed by other taxpayers —a duplicate Social Security
nunber check. |IRS also checks whether an individual who has

sel f-enpl oynment i ncome has paid sel f-enpl oynent tax. These and
ot her checks can generate what IRS calls “soft notices.” The
soft notices ask taxpayers to review their return for certain
types of errors, but do not assess or propose assessing

addi tional tax or otherw se change the tax returns. For the
duplicate Social Security nunber and sel f-enploynent checks, |IRS
essentially screens all tax returns through its conputers for

t hese potential problenms. |In calendar year 1998, I RS sent about
1.9 mllion soft notices to taxpayers in connection with
duplicate Social Security nunber and sel f-enpl oynment checks
according to the nost recent data we have fromIRS

How Audits Conpare to G her Prograns for Checking Tax Returns and
How Audits Have Evol ved Over Tine

IRS field audits clearly differ fromIRS math error,
information return, and soft notice efforts since these audits
are done face-to-face rather than through the nmail. However, over
60 percent of the audits--correspondence audits--are |ess
obviously different fromthe other progranms for checking tax
returns' accuracy because these audits are done through the mail.
Correspondence audits are nost |ike, but not identical to, sone
of the contacts IRS has with taxpayers in the information returns
program and are |least |ike the contacts in the math error
program

| nfformation returns program and correspondence audit contacts
wi th taxpayers can appear to be simlar because, anong ot her
t hi ngs, they both



occur through mail originated in an I RS service center;

usually involve an error that IRS believes it has detected in
t he accuracy of sonme itemon a tax return;

result in IRS contacting a taxpayer after his or her return
has been processed and, in nost cases, the taxes have been
paid or refund nmade;

ask taxpayers to respond by agreeing or disagreeing that the
error exists, and by providing at | east some expl anation of
their position if they disagree;

use an I RS enpl oyee known as a tax exam ner who is to review
any responses and is to accept taxpayer responses that appear
to reasonably support their positions; and

can result in IRS assessing an additional tax liability if
t axpayers do not respond.

However, differences al so exist along many of these di nensions.

Unlike the information return program correspondence audits
trigger the section 7605(b) restriction that limts IRS to one
i nspection of a taxpayer’s books of account for each taxable
year, unless authorized by the taxpayer or the Secretary of
the Treasury. Correspondence audit notices generally ask
taxpayers to provide information fromtheir books and from
records such as birth certificates and school records.

I nformation returns program notices do not specifically ask

t axpayers to provide copies of information fromtheir books
and records. Rather, taxpayers are asked only to explain the
di screpancy between their returns and what I RS had reported to
it on information returns. According to IRS officials, nost
taxpayers do so in a letter without sending copies of books
and records.

The potential taxpayer errors covered by the information
returns programdeal with types of inconme reported on



i nformation returns---such as wages, interest, and di vi dends. I
Correspondence audits can deal with incone as well as
deductions, exenptions, and credit itens that can be audited
through the mail. Over 80 percent of correspondence audits
that closed during fiscal year 2000 dealt with earned incone
tax credits.

e The tax examners in the information returns program are not
trained to do audits. Therefore, if the taxpayer sends in
books and records that need nore review, these tax exam ners
are to send the case to the correspondence audit unit.

These differences, particularly the section 7605(b) limtation,
are significant. However, if taxpayers have had little
experience in dealing wwth IRS, they may not understand the

di fferences between correspondence audits and information returns
program contacts. Fromthese taxpayers’ perspective, |RS has
sent thema letter in either case that questions the accuracy of
an itemon their tax return and requires that they respond if
they believe IRS is incorrect. |If taxpayers do not respond, IRS
ultimately can assess the additional taxes on the basis of the
evidence it has in its files.

Math error contacts are nore limted in their simlarity to
correspondence audit contacts. For exanple, both types of
contacts can change the tax liability that taxpayers reported on
the filed tax return, and both contacts are handl ed t hrough the
mai | . O herwi se, math error contacts differ from audit
contacts. For exanple, the math error program screens returns
for errors before being accepted by IRS as valid returns. [f an
error is found, taxpayers are sent a notice within a few weeks
after submtting their return. The math error notices do not ask
t axpayers for information about the return, as would
correspondence audit notices. Rather, math error notices inform

" IRS al so receives information returns for the nortgage interest tax

deduction and may contact taxpayers about discrepancies related to it.



t axpayers that they have made an error, and that I RS has nmade
changes that increase or decrease their tax liabilities. |If

t axpayers disagree with the change, they can follow procedures to
request that IRS abate, that is, reduce or rescind, the change in
their taxes.

Al t hough audits have the distinguishing characteristic of
requiring taxpayers to submt books and records for IRS review,
what is counted as an audit can change over tine. For instance,
in 1994, IRS concluded that certain service center contacts were
no different than other types of contacts counted as
correspondence audits. Subsequently, I RS has counted these
contacts as audits. This change shifted a couple hundred

t housand contacts to the correspondence audit program during that
time period.

A novenent in the opposite direction occurred in 1996. In 1996,
Congress anmended the statutory definition of a mathematical or
clerical error to include mssing or invalid Social Security
nunbers in clainms for dependency exenptions and the earned incone
credit.B This change resulted in about 700,000 cases novi ng out
of the correspondence audit programand into the nmath error
program during fiscal year 1997

In a broader perspective, the evolution of technol ogy and the | aw
has enabled I RS to make greater use of conputers to perform what
had required reviews of books and records by IRS auditors. The
information returns programis such a case. Before Congress
enacted laws requiring various institutions to file “information
returns” on incone paid, IRS had |ittle choice but to ask for

t axpayers’ books and records to determ ne whet her they had
underreported their income. |IRS could only do this for a snal
portion of all taxpayers. Wth passage of the various
information reporting | aws and expansi on of their use beginning
in the 1970s, I RS began to receive copies of materials that were



part of books and records w thout having to ask taxpayers
directly for the information. As IRS conputing capacity grew in
the 1970s and 1980s, it was able to match virtually all of the
information returns it received with individual tax returns.

| RS enhanced conputer capacity allows it to substantially verify
all the incone reported on tax returns by many i ndivi dual
taxpayers. In 1996, we reported that 45 percent of the taxpayers
cl ai med the standard deduction and that all the inconme they
reported on their tax returns was subject to information
reporting.EI Because I RS does not have to directly ask taxpayers
for information from books and records, none of these specific

i ncone verifications count under the definition of audits.

However, conputerized checks on the accuracy of tax returns are
l[imted in that they depend on information provided by taxpayers
and third parties. Because a significant portion of incone
recei ved by sone individuals is not subject to third party
information reporting, and because other itens affecting tax
liability such as nost item zed deductions, also are not subject
to information reporting, audits remain an essential programfor
ensuring that taxpayers file accurate tax returns. To the extent
that the conputerized checks that are now available to I RS hel p
free up audit staff, IRS may be able to redirect the staff to
audit taxpayers whose i ncone and deductions are not well-covered
by the information matching prograns.

Measuring Voluntary Reporting Conpliance Is Key to Understanding
the Effect of IRS Audits and O her Actions to Pronote Conpliance

The falling audit rates since fiscal year 1995 have generated
concerns about increases in nonconpliance because taxpayers nay
feel they can underreport incone or otherw se underpay taxes with
little fear of being caught. 1In fiscal year 2000, IRS audited

0. 49 percent of the income tax returns filed by individual

?P.L. 104-188 and P.L. 104-193.
° Tax Administration: Alternative Filing Systems, (GAQ GGD-97-6, Cct. 16,
1996) .
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taxpayers. This rate was about 45 percent |ower than the audit
rate in 1999, over 70 percent |lower than the rate in 1995, and
about 40 percent |lower than the | owest previous audit rate of 0.8
percent, which occurred in 1990.

An increase in the use of other progranms, such as the math error
and the information returns program may hel p of fset any tendency
towards | owered conpliance. However, the nunber of contacts in

t hese prograns has also been falling since fiscal year 1995. For
exanpl e, the nunber of information returns program contacts for
unreported inconme has fallen about 50 percent since 1995.

O her factors nay al so help to encourage overall voluntary
conpliance levels. IRSinitiatives to help taxpayers better
understand the tax law and their tax responsibilities may offset
uni ntenti onal nonconpliance resulting from such things as

m sunderstandi ng tax requirenents. |If these prograns are
reduci ng uni ntenti onal nonconpliance, the overall voluntary
conpliance rate could hold steady, or even increase, even if sone
t axpayers intentionally underpay their taxes due to the signa
that falling audit rates nmay send.

Neit her I RS nor external observers know the net effects that the
decline in audit rates and changes in other I RS prograns have on
vol untary reporting conpliance. One reason is that I RS does not
have current, reliable information on the |evels of voluntary
reporting conpliance. |RS |ast neasured overall incone tax
conpliance for tax year 1988. |IRS and others are concerned that
the conpliance information is out of date because the tax | aws
have changed, and because I RS has conpletely reorganized itself
and refocused its phil osophy to becone nore taxpayer service-

ori ent ed.

Because each of the prograns IRS uses is best suited to

identifying and correcting a specific type of nonconpliance, it
is inmportant for IRS to know specifically where taxpayers are not
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reporting accurately. For exanple, the information returns
programis best suited to identifying taxpayers who underreport

i ncome such as wages, interest, and dividends. Simlarly, the
mat h error program can best identify taxpayers who use an

i ncorrect Social Security nunber for dependents or nake a
calculation error. However, at this tinme, only an audit enabl es
RS to identify nonconpliance in reporting itens that affect

busi ness net profit or |oss, personal inconme not covered on

i nformation returns, and nost personal deducti ons.

Havi ng nore informati on about the specific types and | evel of
errors made by taxpayers in reporting itens on tax returns has
potential benefits beyond better targeting IRS enforcenent
efforts. Wth this information, IRS also can anal yze ways to

i nprove voluntary conpliance through nonenforcenent efforts —such
as better education, service, and fornms--as well as to inprove
resource allocation and the training of all types of IRS staff.

IRS is currently devel opi ng plans to again nmeasure vol untary
conpliance. A draft business plan has been devel oped, and IRS is
in the process of contacting various stakeholders to obtain their
input. The project, called the National Customer Research Study,
will nmeasure all three areas of conpliance--obtaining information
on the proportion of returns that were filed properly, that
reported the tax liabilities accurately, and that fully paid
these tax |iabilities. Because a voluntary conpliance neasure is
key to understanding the effects of IRS efforts to properly

adm nister the tax laws, we are currently reviewing RS National
Cust oner Research Study.

IRS O fer-in-Conpronise Program

An offer-in-conpromse is a contract between IRS and an

i ndi vi dual or business taxpayer to settle a tax debt for |ess
than the anobunt of the debt. Taxpayers can submt an offer for
all types of taxes, as well as interest and penalties, arising

12



under the Internal Revenue Code. GCenerally, offer agreenents
require the taxpayer to file returns and pay taxes for 5 years
fromthe date IRS accepts the offer. Failure to do so pernmits

| RS to begin imediate collection actions for the original anount
of the liability. The offer-in-conprom se programis currently
adm nistered by IRS Small|l Business/ Sel f - Enpl oyed ( SB/ SE)

Di vi si on.

Ofers were not widely used to resolve tax debts until 1992, when
| RS adopted a new offer policy that placed nore enphasis on the
use of offers as a nmeans to enhance overall conpliance and to
hel p manage the inventory of delinquent tax accounts. The goal of
the new offer policy was to achieve collection of what was
potentially collectible at the earliest possible tine and at the
| east cost to government.

More recently, the Restructuring Act called for certain changes
in the offer programdirected at providing greater consideration
to the taxpayer in resolving collection issues through
conprom se. Anong ot her things, the Restructuring Act required
that RS (1) consider the facts and circunstances of each case
when evaluating offers, (2) not reject offers fromlowincone

t axpayers solely on the basis of the amobunt offered, and (3)

i ndependently review all proposed offer rejections before

noti fying taxpayers and all ow taxpayers to appeal any such
rejection. These changes were effective upon enactnent of the act
on July 22, 1998.

Trends in Ofer Wrkl oad

| RS data show that its workload for the offer-in-conprom se
program has significantly increased in recent years. The nunber
of workable offers-- that is, offer applications that neet IRS
criteria to process them-has increased by 83 percent, from about
51,700 offers in fiscal year 1997 to about 94,500 offers in
fiscal year 2000. Because IRS was unable to
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keep up with this increase in offers received, IRS ending

i nventory of unresolved workable offers alnost tripled, from
about 32,300 in fiscal year 1997 to about 87,500 in fiscal year
2000. Figure 1 shows these trends in workable offers and endi ng
i nventory.

Fiqgure 1: Trends in Wrkable Ofers and Endi ng | nventory
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According to IRS, several factors contributed to the growh in

t he nunber of workable offers. First, the publicity resulting
fromthe outreach and marketing efforts of IRS and tax
practitioners brought the revised programto the attention of
taxpayers and their practitioners. Second, prior to fiscal year
1999, I RS would not accept an offer-in-conprom se application for
processing if it was inconplete in providing such things as
financial information or if the offer was m ssing the taxpayer’s
signature. 1n 1999, IRS began accepting all offer applications
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for processing except those fromtaxpayers in bankruptcy
proceedi ngs or taxpayers who had not filed all required federal
tax returns. Instead of returning an i nconplete offer, I RS now
accepts the offer for processing and works with the taxpayer to
obtain the information needed. Finally, IRS previously had

i nstal |l ment agreenents with many taxpayers that extended for up
to 15 years and longer. 1In 1999, IRS decided to halt the
practice of agreeing to such long-terminstallments and deci ded
instead to work with the taxpayers on an offer-in-conpromse with
a deferred paynent schedule. This shifted sone of the workload
fromthe install ment agreenment programinto the offer-in-
conprom se wor k|l oad.

| RS neasures its tineliness in working offers-in-conprom se by
the percent of offers it conpletes within 6 nonths of the date
the offer is accepted for investigation. As shown in the figure
bel ow, the percentage of offers IRS conpleted within 6 nonths has
declined from64 percent in fiscal year 1997 to 38 percent in
fiscal year 2000. For fiscal year 1999, IRS established a goal to
cl ose 59.3 percent of offers within 6 nonths of the date the
offer is accepted for investigation. It set a goal of closing
51. 4 percent of offers within 6 nonths for fiscal year 2000. IRS
did not neet either of these goals: it closed 51.4 percent of its
wor kabl e offers within 6 nonths in fiscal year 1999 and 37.9
percent in fiscal year 2000. In addition, the percentage of cases
in the ending inventory over 6 nonths old increased from 19
percent to 43 percent between fiscal years 1997 and 2000.

Figure 2 shows the trend in offers closed within 6 nonths for
fiscal years 1997 through 2000 and IRS goals for fiscal years
1999 and 2000.
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Fi gure 2: Percentage of Ofers dosed Wthin 6 Months in Fiscal
Years 1997-2000 and IRS' (Goals for Fiscal Years 1999 and 2000
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According to IRS officials involved in the offer program several
program changes have contributed to IRS inability to neet its 6-
nmont h goal for processing offers. These include:

* Relaxing the criteria for accepting offer applications for
processing. The change in criteria for accepting
appl i cations, discussed previously, resulted in the tine taken
to obtain required information for a conplete offer
application being counted in IRS processing tine.

» Expanding the basis for accepting offers to include factors

16



such as hardshi p and equity.EI |RS officials said that this was
done because they believed, in considering and passing the
Restructuring Act, Congress expressed its intent that IRS
shoul d be nore flexible in working with taxpayers who want to
settle tax debts. IRS officials said that they first consider
the offer under their normal criteria for evaluating offers,
and then the taxpayer must denonstrate that an excepti onal

ci rcunst ance exi sts that woul d make paynent of the tax a
hardshi p, unfair, or inequitable. Wenever these factors are
consi dered, the process takes |onger.

e Inplenmenting the Restructuring Act requirenent that |IRS
perform an i ndependent adm nistrative review of all proposed
offer rejections. IRS has also included as part of this review
all proposed decisions to return an offer because of a
taxpayer’s failure to provide information |IRS requested.
According to IRS officials, these reviews have increased
processing time by alnost a nonth for those offers that were
revi ewed.

The rel ati onship between the nunber of workable offers and the
capacity of staff to process themaffected inventory levels. In
an attenpt to nanage the grow ng nunbers of workable offers and
cases that have been in inventory nore than 6 nonths, IRS shifted
staff to the offer programfromother field collection
activities, such as tax delinquent account investigations. The
total direct tine charged to the offer programincreased by 77
percent, from an equival ent of about 350 full-tinme equival ent
positions (FTE)Hi n fiscal year 1997 to about 619 FTEs in fiscal
year 2000. However, with the reassignnment of nore staff into the
program |IRS officials said its nost productive offer staff were

* Under IRS regulations prior to this change, IRS generally accepted offers

based on doubt as to collectibility (taxpayers owe tax but cannot pay the
entire debt) and doubt as to liability (taxpayers claimthey do not owe all or
part of the tax in question). Mst offers were accepted based on doubt as to
collectibility.
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taken off of casework in order to provide newy assigned staff
on-the-job training and coachi ng, which decreased productivity.
During the sane period, the time directly charged to collection
activities by all collection field staff decreased by 33 percent
froman equivalent of 6,098 FTEs to 4,114 FTEs. Table 2 shows
the trends in FTE utilization in the offer-in-conpron se program
for fiscal years 1997 through 2000.

Table 2: Direct Field Collection FTE Utilization for Fiscal Years
1997 to 2000

FY 1997 | FY 1998 |FY 1999 |FY 2000 | Percent
FTEs FTEs FTEs FTEs Change
FYs
1997-
2000
O fer-in-conprom se | 350 356 414 619 77 %
program
Total for all 6, 098 5, 487 4,532 4,114 (33 %
col l ection
activities

Source: | RS data.

Wth the decline in staff assigned to all collection activities
and an increase in collection staff working offers, the share of
total direct collection FTEs devoted to the offer-in-conprom se
program has grown from about 6 percent of all collection
activities to 15 percent between fiscal years 1997 and 2000.

Key Actions Taken by IRS to Address O fer Wrkl oad Concerns

In recent years, IRS has taken various actions to address its
of fer workl oad concerns. The key actions IRS has taken, designed
in part to reduce inventory backlog and processing tines, include

° An FTE generally consists of one or nore enpl oyed individuals who
collectively conplete 2,080 work hours in a given year. Therefore, either one
full-time enployee or two half-tinme enpl oyees equal one FTE.
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e assigning nore staff to the offer program as discussed
previ ously;

e streamining the offer process for certain cases; for exanple,
| RS changed its investigation and processing procedures in
1999 by requiring | ess docunentation for |low risk offers and
raised the maximumliability for streamined offers from
$25, 000 to $50, 000;

e creating an offer specialist position for revenue officers
assigned to work offers;

» developing training prograns for offer specialists,
i ndependent adm ni strative reviewers, and wal k-in and call -
site enpl oyees so that they can better answer taxpayer
guestions about the offer program

 devel oping an Internet-based self-help interactive offer
application; this tool provides background information on the
of fer process, instructions, and electronic offer forns to
assi st taxpayers to prepare quality offers and thereby reduce
up-front processing tine--this effort was part of SB/SE s nost
recent strategic plan and was i nplenented at the end of fiscal
year 2000;

e revising offer fornms and instructions to nake them nore user-
friendly;

e sinplifying the deferred paynent option by elimnating the
collection of interest on the accepted anount; and

e contracting to study how to reengi neer offer the process to
reduce processing tine.

Key Actions Planned by IRS to Address O fer Wrkl oad Concerns

SB/SE's fiscal year 2001 strategic plan sets forth two actions
that IRS is to undertake to inprove the efficiency of its offer-
i n-conprom se program They are to
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e centralize the processing of new offers-in-conprom se at two
sites by August 2001 to inprove offer quality, tineliness, and
efficiency (The two sites are to assenble the initial case
files used in processing all offers and fully process offers
with liabilities under $50,000 that neet certain criteria.
Ofers with liabilities over $50,000 are to be sent to IRS
field offices for evaluation and final processing. To carry
out this action, SB/SE's plan states that 650 | ower-graded
of fer staff would be needed at the centralized | ocations.
These staff reportedly would free up over 600 hi gher-graded
revenue officer FTEs for other work by fiscal year 2004. IRS
expects that centralization will enable its field staff to
conpletely work its inventory backlog by fiscal year 2004 if
t he nunber of new offers received remai ns constant.); and

e consolidate onto one platformthe key databases used by
col l ection personnel to performthe adm nistrative | egal
requi renents for processing liens, bankruptcies, and offers-
i n-conpronmi se. (This action is intended to allow nore
efficient access to information in these databases. The plan
states that the database integration is to occur after fiscal
year 2002.)

In addition, RS is planning to revise the offer application
package to better explain to taxpayers the requirenents for

submtting financial information with the offer application.

Summary and Observati ons

Through fiscal year 2000, the workable offers and the inventory
of existing offer cases increased rapidly, and I RS perfornmance
in neeting its goals for processing cases within 6 nonths
deteriorated. |In response, |IRS reassigned staff who woul d have
been perform ng other collection activities into handling offers.
Faced with potential continuing high workl oads, I RS has adopted a
nore |long-term strategy of centralizing the processing of offers
and hiring | ower-graded staff to specialize in this function to
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free up collection staff for other activities. The
centralization is planned to begin later this fiscal year. Anong
other things, it will require reassigning hundreds of enpl oyees
and providing themfacilities, equipnent, and training. Al though
centralization and RS other initiatives may enable it to gain
control over its growing inventory, success wll require careful
managenent of the centralization process and a leveling off in
the grom h of workable offers received by IRS. Consequently, it
remai ns to be seen how nmuch progress IRS will make and how

qui ckly.

| RS | nnocent Spouse Program

Under tax law, married couples who file joint tax returns are
treated as a single unit, which neans that each spouse becones

i ndi vidual ly responsi ble for paying the entire amount of the tax
associated with that return. Accordingly, an “innocent spouse”
can be held liable for tax deficiencies assessed after a joint
return was filed, even if those liabilities were solely
attributable to the actions of the other spouse.

However, if certain conditions are net, the innocent spouse may
be able to obtain relief fromthe tax liability. The
Restructuring Act revised the conditions for obtaining relief to
make it easier for taxpayers to qualify for innocent spouse
relief. The act liberalized the former conditions and added new
conditions. Sinply stated, the three basic provisions related to
i nnocent spouse relief are as fol I ows: B

* Wen the innocent spouse had no know edge that there was an
understatenment of tax attributable to erroneous itens of the
other individual filing the joint return, and considering al
facts and circunstances, it would be inequitable to hold the
i nnocent spouse |iable for the tax.

° IRC § 6015, and IRC § 66(c).
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* Wen the innocent spouse otherwi se qualifies, he or she may
request to have the tax deficiency froma jointly filed return
recal culated to include only itens allocable to himor
hersel f.

* Wien the tax shown on a joint return was not paid with the
return, the innocent spouse may obtain “equitable relief” if
he or she did not have know edge that the funds intended to
pay the tax were not used for that purpose. Equitable relief
is also available for understatenents of tax for which relief
under the above two conditions was not avail abl e.

Each condition above has different eligibility requirements and
provi des different types of relief. Relief is generally avail able
to taxpayers for liabilities arising after July 22, 1998, the
date the act was enacted, and for liabilities that arose before
that date but remai ned unpaid as of that date.

Currently, IRS Wage and Investnent (W&l ) Division has overal
responsi bility for managi ng the innocent spouse program W&l has
an agreenent with SB/ SE whereby SB/ SE field staff work innocent
spouse cases requiring face-to-face contact with taxpayers.

Prior to IRS reorganization, the fornmer Exam nation Division
handl ed i nnocent spouse relief requests.

Wor kl oad Concerns Devel oped After the Restructuring Act's Changes

Limted data exist to determne the trend in innocent spouse
wor kl oad. However, existing data suggest that workl oad increased
substantially after the Restructuring Act’s changes. Prior to
the Restructuring Act, I RS adm nistered i nnocent spouse relief as
part of its process of examning tax returns and did not keep
statistics on the nunber of cases in which innocent spouse relief
was requested or on the disposition of those requests. According
to a statenent by the I RS Comm ssioner, in the approximately 4
nmont hs before enactnent of the Restructuring Act, IRS received
about 3,000 innocent spouse cases. |In the first 7 nonths after

22



| RS established a systemfor nore reliably tracking innocent
spouse cases, it received over 43,000 innocent spouse cases.

Al t hough i nnocent spouse subnissions increased after the
enactnent of the Restructuring Act, data are not available to
docunent the increase because IRS did not systematically track

i nnocent cases until March 1999.8 Since cases have been tracked,
it appears that the annualized i nnocent spouse workl oad has been
relatively stable even though the subm ssions have not spread
evenly over the fiscal year. The |limted trend information
currently avail abl e show t hat subm ssions tend to be lower in the
early nmonths of the fiscal year —October through January--then
clinb substantially during and after the tax filing season,
before falling off again. Taking this pattern into account, the
43, 255 cases received in the seven nonths after IRS instituted
its case tracking systemwere within 12 percent of the vol une
received in the sane 7 nonth period of fiscal year 2000 —38, 695.
Further, the 16,422 cases received through March 6 of this fiscal
year is slightly less than the 18,643 received during the

conpar abl e period the prior year.

When an i nnocent spouse case is received, |IRS screens the case to
determ ne whether it neets basic eligibility requirenents before
t horoughly investigating it. IRS data shows that the percentage
of cases received that IRS determned net the eligibility

requi renents for consideration has declined substantially after
fiscal year 1999. For the 7 nonths of fiscal year 1999 that IRS
tracked the cases, about 90 percent of themwere judged by IRS to
be eligible for further review to determne if innocent spouse
relief should be granted or denied. In fiscal year 2000, 54
percent of cases were judged to be eligible for further review

| RS data for fiscal year 2001 —Oct ober 1, 2000 through March 6

"IRS began linmited tracking of innocent spouse cases on March 6, 1999 when it

i mpl enented the i nnocent spouse tracking system |If a taxpayer files a claim
for innocent spouse relief covering nore than one tax year or tax period, IRS
eval uates the nerits of the claimfor each tax year individually to determ ne
whet her relief should be granted. Therefore, the claimfor each tax year is
counted as a case.
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2001 —shows that about 59 percent of cases received warranted
further investigation to assess their merits for relief
consi der ati on.

On the whol e, however, because I RS was unable to process this

i nflux of new cases as rapidly as they were arriving, the
inventory of cases being worked at the end of fiscal years 1999
and 2000 reached 33,232 and 39,552 cases, respectively. As of
March 6, 2001, the inventory of cases in inventory renai ned
simlar in size to that at the end of the prior fiscal year.
Tabl e 3 shows basic workload statistics for the innocent spouse
program since | RS began tracking the cases on March 6, 1999

t hrough March 6, 2001.
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Table 3: Statistics on the | nnocent Spouse Vbrkloadﬂ

Dat es received |Cases Cases End- of - Conpl et ed
Receive |[eligible |period cases’
d for I nventory
revi ew
Bet ween March 43,255 | 38,992 33,232 NA

6, 1999, and
Sept enber 30,
1999°

Bet ween 60,987 |32,762 39, 552 32,202
Cct ober 1,
1999, and
Sept enber 30,
2000

Bet ween 16,422 |9,681 39,111 10, 122
Cct ober 1,
2000, and
March 6, 2001

W have included closed cases as well as cases for which IRS has reached its
determ nation and sent a letter to the taxpayer, but for which the taxpayer’s
period to appeal the deternmination is still open.

"Figures up to Septenber 30,1999, are approximate. Data on the nunmber of
cases conpleted up to Septenber 30, 1999, are not avail abl e.

Source: | RS Innocent Spouse Tracking System dat a.

According to IRS, the increase in the nunber of innocent spouse
cases received pursuant to the liberalized relief provisions |ed
to its substantial inventory of open cases for several reasons:

* The Restructuring Act provisions were effective upon enact nent
of the law, giving IRS|limted tinme to estimate likely
i ncreases in workload and determ ne appropriate staffing
| evel s and nmake staffing assignnents. The volune of cases

° IRS had about 7,000 cases in inventory that were closed before the tracking

system was i nplenented that are not included in these nunbers.
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recei ved exceeded IRS expectations, leading RS to assign
additional staff to the effort.

* The expanded i nnocent spouse relief provisions were especially
conplex. |IRS had to devel op gui dance for the new and revised
relief provisions and provide training for existing and newy
assigned staff.

In response to the increased inventory of innocent spouse cases,
in fiscal year 2000 IRS increased program staff nore than
anticipated: it had planned to devote 717 FTEs; it actually used
887 as shown in the foll ow ng table.ﬂ

Table 4: FTEs for Processing I RS |nnocent Spouse dains in
Fi scal Year 2000

Proj ected Act ual Tot al
Fi scal year |Wl SB/ SE | W&l SB/ SE | Proj ecte | Actua
d
2000 115 602 119 768 717 887

Source: |RS.

For fiscal year 2001, IRS projected that Wal and SB/ SE woul d use
169 and 409 FTEs, respectively. IRS attributes the decrease in
proj ected FTE usage by SB/SE primarily to expected efficiencies
in case processing pursuant to a plan to nove workl oad back to
the W&l ' s centralized case processing facility.

Key Actions Taken by I RS to Address | nnocent Spouse Wrkl oad
Concer ns

| RS has taken a nunber of actions to better manage its inventory
of innocent spouse cases and help ensure that the clains are
bei ng processed in a tinely, accurate, and consistent manner.
Sonme of the actions were based on reconmendati ons by the Treasury
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| nspector General for Tax Administration (TIGTA), and others were
done on IRS own initiative.

In April 1998, as the Restructuring Act was being consi dered,

| RS designated the Cincinnati Service Center as a centra
processing site for innocent spouse cases. The service center
was to screen new cases. Those cases over a certain dollar
threshold or that required face-to-face contact with taxpayers
were to be sent to field offices to resolve, while the |ess
conplex and | ow dollar cases were to be handl ed by service
center staff. IRS officials believed that this centralization
woul d facilitate nore rapid and consi stent processing of cases
because staff in the service center would specialize in the

i nnocent spouse cases and foll ow consi stent procedures and
processes in resolving cases.

In March 1999, IRS established an i nnocent spouse tracking
systemto nore accurately assess the status of cases in
i nventory and resource needs.

In May 1999, I RS added a national project manager, and in
Novenber 1999 three issue specialists were selected to help
manage and oversee the nati onw de operations of the program

In June 1999, |IRS announced the establishnment of a centralized
i nnocent spouse review process for closed cases in order help
ensure that case decisions were nade as accurately and
consistently as possible anmong the IRS offices involved in the
program Initially, 100 percent of the field office cases and
a 10-percent sanple fromthe C ncinnati Service Center were to
be sent to the centralized review office. A sanpling
procedure is now being used to determ ne how many cases from
the field should be forwarded to the centralized revi ew
office.® |RS set a goal for fiscal year 2000 that the
centralized review process would concur with the decisions

9

I RS does not have good data on FTE usage for the programprior to fisca

%ear 2000.

The sanpling methodol ogy was set up by IRS Atlanta District Ofice of

Research and Analysis and is a projectible representative sanple for each
field office.
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made by the submtting offices in 85 percent of the cases
reviewed. The concurrence rate achieved for fiscal year 2000
was 82.3 percent. The goal is 90 percent for fiscal year 2001.

In April 2000, IRS nade an internal web page available to
exam ners and other IRS staff as a central reference for
i nformati on about the innocent spouse program

In January 2001, the first phase of an innocent spouse

i ntegrated case processing (1 CP) systemwas inplenented at the
C ncinnati Service Center. The |ICP uses algorithns that

di rect exam ners through a series of questions |eading to a
deci sion about what, if any, relief is due to the taxpayer.
The ICP also automatically pronpts the exam ner to create a
docunented case file. The ICP is intended to increase the
accuracy and consi stency of determ nations since it is
designed to hel p ensure that exam ners consider all pertinent
aspects of a taxpayer’s case in accordance with the law. IRS
is planning future enhancenents to the ICP that would make it
easier for exam ners to access and update taxpayer data. |IRS
projects that the systemw || save about 50 FTEs in its first
year and 60 in its second year of use.

Al t hough I RS has undertaken many initiatives to better deal with
t he i nnocent spouse workload, it has experienced a nunber of

problens in coping with the increasing workload and in

i npl enenting sonme of its initiatives. For exanple:

The vol une of cases received was considerably above I RS
expect ati ons.

To deal with the unanticipated increases in workload, IRS
added tenporary enployees to the service center staff.
However, according to a report by TIGIA on I RS innocent
spouse program those enployees spent a nmgjority of their 90-
day details being trained by permanent staff on how to work
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t hese conpl ex cases. Bl This depressed the productivity of
experienced staff wi thout realizing nmuch benefit fromthe

addi tional tenporary enpl oyees. Wen the service center could
not keep up with the volune of cases, IRS distributed cases to
the field offices that it had hoped to be able to process
centrally.

Bet ween the July 22, 1998, passage of the Restructuring Act
and Decenber 7, 1998, I RS was devel oping interimregul ations
to inplenent the equitable relief provisions of the new | aw.
Therefore, cases for which equitable relief could apply had to
be held in the service center until the regul ations were
pronul gated at which point their processing could be resuned
and conpl et ed.

Al t hough W&l is responsible for the innocent spouse program
when contacts with taxpayers are needed to resol ve cases, the
SB/ SE division staff make those contacts. In our work, we
found that several SB/SE field offices had conpleted only a
smal | nunber of innocent spouse cases. The national innocent
spouse program rmanager in W&l |acked authority to direct SB/ SE
managers to adjust staffing |levels for innocent spouse cases
to ensure nore uni form processing of taxpayers’ clains. In
Decenber of 2000 and January of 2001, a nenorandum of
under st andi ng was signed by the Conmm ssioners of W&l and

SB/ SE, respectively, on the use of field staff to work

i nnocent spouse cases.

Key Actions Planned by I RS to Address | nnocent Spouse Wrkl oad

Concer ns

| RS has identified operational priorities and inprovenent
projects to hel p address workl oad case quality concerns.

The W&l division plans to

Increased Attention |Is Needed to Ensure Tinely, Accurate Determnations on
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» develop an additional training course related to marital abuse
and the equitable relief provision, inprove the innocent
spouse tracking system so that program perfornmance data are
nore qui ckly available to programofficials, and inprove
outreach to taxpayers and tax practitioners.

The SB/ SE plans to

* begin noving i nnocent spouse cases back to the centralized
case processing facility in Gncinnati to inprove case
processi ng, reduce cycle tine, and reduce existing
inventories. SB/SE would continue to work cases generated in
the field offices,but | RS estimates that new case starts in
SB/SE field |locations will decrease in fiscal year 2001.

Summary and Observati ons

Several factors suggest that I RS may be gai ni ng better managenent
control over the innocent spouse workload. Unlike the offer-in-
conprom se program the workload for the innocent spouse program
appears to have |l eveled off after increases follow ng enact nent
of the Restructuring Act. Wth this leveling off and
enhancenents in its case processing capacity such as the new

i ntegrated case processing system |IRS plans this fiscal year to
nove many cases back into its centralized case processing
facility, potentially freeing up hundreds of field staff to

return to other exam nation-related duties. |RS also established
a review process for innocent spouse cases to better ensure that
the law is applied accurately and uniformy. |IRS did not achieve

its goal of an 85-percent concurrence rate between the

determ nations made in the review process and those that had been
made in the field or the centralized processing facility, but did
achi eve an 82. 3 percent concurrence rate. The automated

i ntegrated case processing systemthat has been inpl enented at

I nnocent Spouse Clainms for Relief, May 2000.
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the central case processing facility holds prom se in helping IRS
further inprove accuracy and uniformty in applying the innocent
spouse provi sions because it standardi zes the questioni ng process
for determining eligibility and better ensures that al
appropriate docunentation is considered. Although these factors
suggest grow ng nmanagerial control over the innocent spouse

i nventories, considerable uncertainty renmains. For exanple, we
know little about why the portion of cases found eligible for
detail ed revi ew has decreased or whet her innocent spouse
wor kl oads will be remain roughly stable.

We | ook forward to continuing to work with this Conmttee and
Congress in considering the issues | have discussed today as wel |
as other issues related to our tax system This concludes ny
prepared statenent. | will be happy to answer any questions you
or other Menbers of the Commttee nay have.

“ RS field staff are to investigate any potential innocent spouse issue that

cones up during contacts with taxpayers. Sonme of these contacts end up as
i nnocent spouse cases and woul d be handled by the SB/SE field staff.
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